Canada Gets it Wrong
The 1883 decision of the UK Court of Appeal in Castellain v Preston has long been accepted as the locus classicus of subrogation insurance. In that case, the Court held that an insurer's right to subrogate arises when the insurer has fully indemnified its policyholder under the terms of the policy. The decision is not an easy read, however, and is interspersed with decisions of the lower court, with which the UK court of Appeal clause giving the right of subrogation to the insurer on making payment under the policy, it was still held insufficient to give the insurer control. The Ontario court said the clause needed to include express language granting the insurer the right to prosecute an action against a third party for both insured and uninsured losses.
The UK Gets It Right
In fact the UK never got it wrong. It was the Canadians who misinterpreted Castellain.
The House of Lords confirmed this when it considered the issue in the 1993 case of Lord Napier & Ettrick v Hunter. The Law Lords held that the insured is "made whole" when he is indemnified under the policy, at which point the insurer may exercise its right of subrogation and control recovery efforts, regardless of the continued existence of uninsured losses. They also applied a "top down" approach to the distribution of funds recovered through subrogation. These are to be applied first to any losses of the insured beyond the policy limit, then to the insurer. Last priority is accorded to the insured's excess or self-insured retention and deductible. Nor has an Australian court addressed the issue of the priority of distribution of recovered funds. Section 67 of the Insurance Contracts Act 1984 (C'th) is intended to clarify this. Ironically, this provision is so badly worded and so confusing that there are diametrically opposed views as to its effect -some saying that it accords priority to the insured, others to the insurer. In almost 30 years, no cases have considered the provision.
Australia -Terra Nullius?

Courts in New South
It is now more than a quarter of a century since Australia cut its ties to England's judicial apron strings. The days are long gone when decisions of the House of Lords were followed blindly by Australian courts. Nevertheless when this matter comes squarely before an Australian court, it is the House of Lords' decision in Napier, that will exercise more persuasion than the Canadian cases, based as they are on a flawed understanding of Castellain and obscure American sources. With respect to distribution of recovered funds and the interpretation of s67 of the Insurance Contracts Act, the sensible approach devised in Napier has already been adopted by the Australian Government. Legislation to amend the Act, giving priority of recovery to the party that controls the action, has recently passed the Australian Parliament and will come into force at the end of 2013.
